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Senator Smoot, who is chairman of the Senate Finance Commit- 
tee, is now actively supporting the administration tax program. 
Previous to the launching of the Mellon tax revision plan, Sena- 
tor Smoot had given expression to belief that opening the tax 
issue at this session was unwise by reason of the probability of 
radical legislation. 
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N THE last half century there have been no 

serious problems of national taxation until 

recent years. The country quickly recovered 
from the effects of the Civil War, and in 1880 and 
for several years afterwards our financial problems 
were very different from what they are now. Al- 
though the Civil War income tax had been repealed, 
as well as many of the special war taxes, including 
the sales taxes that prevailed during that war, there 
was still a growing surpius for which there was then 
no legitimate governmental need. In 1882 the Sec- 
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Problems of National Taxation 


By W. R. GrEEN* 


so much easier than at the present time as to make 
his position enviable. 

( Those halcyon days have gone and will not return 
during our generation. The World War has laid 
heavy burdens upon us) Our interest bill alone is 
nearly 50 per cent more than the total expenses of 
carrying on the government before the war if we 
exclude the appropriations for the Post Office De- 
partment which are repaid to the Government. 
Other obligations growing out of the late war have 
increased our national expenses nearly a billion 


retary of the Treasury, Mr. 
Folger, reported in substance 
that he was perplexed as to 
how to reduce the receipts 
of the treasury rather than 
to find new methods of ob- 
taining additional tevenue. 
Following his report there 
was a further reduction of 
excise taxes, a commission 
was appointed to reduce the 
tariff, and it was even pro- 
posed to take the tax off of 
tobacco entirely. A compro- 
mise was effected by reduc- 
ing it one-half, and still a 
surplus remained. The Span- 
ish war necessitated the 
levying of some additional 


HE administration tax law recommen- 
dations have been presented to Congress. 
It is of importance now to know the views of 
those who will guide the course of actual leg- 
islation. Mr. Green is one of the best in- 
formed members of Congress on tax matters. 
In view of his position as chairman of the 
Ways and Means Committee, what he has to 
say with regard to taxation of undistributed 
earnings of corporations and other of the tax 
issues will be of general interest. 
Incidentally, he makes an able presentation 
of general principles underlying Federal tax- 
ation and discusses changes in legislation which 
he deems desirable. The means of avoiding 
tax liability by issue of stock dividends is 
among the problems given special consideration. 


dollars per annum and our 
army and navy each cost 
more than twice as much as 
it did before the war. Our 
total appropriations are 
more than three times what 
they were in that period. 
These unprecedented de- 
mands had to be met, and it 
became necessary that new 
methods of taxation be de- 
vised and taxation placed on 
a more scientific basis. At 
best taxes are and for some 
time will be heavy and bur- 
densome. ‘Taxes are always 
paid grudgingly and heavy 
taxes naturally meet with 


taxes in the nature of excises 
and gradually the Govern- 
ment came to take upon itself certain duties and in- 
crease its expenditures in lines which had there- 
tofore not been considered part of its proper func- 
tions. ( But all in all, up until the time of the world 
war, so far as Federal taxes were concerned, the 
majority of the people hardly knew that they 
existed and none seriously felt the effects of them) 
I look back upon that time as one in which the task 
of the legislator, especially in that part of legisla- 
tion with which I am particularly concerned, was 
light. The work required of a Congressman was 

* Chairman of the Ways and Means Committee. Address. given 


fore the annual conference of the National Tax Association—September 
» 1923. 
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much opposition, however 
necessary they may be. The 
task of raising the requisite 
funds has been rendered much more difficult by 
changes in business methods, sometimes legitimate 
and sometimes not. /So much ingenuity has been 
used in inventing methods whereby less taxes 
would be paid that we have been obliged from time 
to time to change our revenue laws to meet these 
evasions, and at the present time it is eyident that 
further modification should be made.) There is, 
therefore, an ever-recurring succession of problems 
of taxation in both small and great matters, which 
have inevitably become complex and intricate for 
reasons which I shall hereafter explain. 


In the meantime the Ways and Means Commit- 
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tee, of which I am a member and in which all bills 
for revenue must originate, hears a constant clamor 
for some new tax or one different from those that 
are now in force, and it requires no gift of 
prophecy to predict that in the next Congress 
(the present Congress) an effort will be made to 
revolutionize our present system by levying heavier 
taxes on wealth and profits. On the other hand, 
the individual taxpayers are naturally desirous that 
there should be a reduction in taxation and it must 
be admitted that they are entitled to such reduction 


if it can be made without interfering with the just . 


and proper functions of the Government or the fair 
apportionment of taxes. The Ways and Means 
Committee does not deal directly with govern- 
mental expenditures, which are fixed primarily by 
the Budget Bureau, then gone over by the Appro- 
priations Committee, and finally determined by the 
vote of both Houses as approved by the President. 
Whether reductions can be made in taxation must 
depend on the amount of appropriations to be made. 

Before going into details some general principles 
ought to be stated. Taxation is a science in the 
sense that there is scientific taxation and unscien- 
tific, but it must be admitted that it is far from 
being an exact science. Nevertheless, experience 
and study have caused the art of taxation to continu- 
ally progress, although it has progressed slowly 
and some nations have not yet learned the elemen- 
tary principles of it. Taxation is as old as civiliza- 
tion and of course necessary for the support of 
government. It began as a kind of a tribute given 
by a subject to a ruler, exacted at the will of the 
master, and with no limit except the means of the 
subject. Later the methods of collection became 
more systematic but the power was greatly abused 
and even down to the present time it is often mis- 
used. We ought to begin to lay the foundation 
of our tax system broad and deep; and to agree, 
if possible, upon the great principles that shall con- 
trol our method of taxation.) I am aware that here 
I shall, of necessity, take up some matters that 
involve disputed questions as to what the correct 
practices may be. I hope, however, in what I say, to 
be able to follow the general trend of modern 
thought on the subject of taxation. 


Taxation as a Science 


It must be borne in mind that under such a gov- 
ernment as ours the deliberate conclusion of the 
people must finally control. To some extent we 
may be able to direct public opinion as our argu- 
ments appeal to the matured consideration of our 
citizens, but, whatever our views are, the voice 
of the people will render final and conclusive judg- 
ment. Permit me to say, also, that in the future 
the science of taxation will advance, although the 
progress may be neither regular nor constant. It 
is as idle to endeavor to stop its progress as it is 


to try to stay the rising of the sum by setting back 
the hands of the clock. 


I have spoken of taxation as a science, although 
not an exact one. I assume that all of you know 
that there never was a perfect tax bill and there 
never will be. \No tax measure was ever framed 
that worked with perfect equality between those 


paying the taxes and there are few that seem to 


be as clear and precise as they might be made. 


Let me add to this another statement, which at first 
may seem to you paradoxical but which, upon re- 
flection, I think you will agree to be correct. As 
a general rule, the simpler the form of a tax measure 
the greater the inequalities between taxpayers who 
are affected by it) An occupation tax upon each 
firm, incorporation, or individual engaged in the 
real estate business in a large city would be sim- 
plicity itself, but a small concern, barely able to 
keep its head above water, would pay as much as 
a great corporation doing business in the millions 
and realizing great profits. There are many excep- 
tions, of course, to this rule but they only emphasize 
the point which I desire to make. 

\ There is a constant demand that the income tax 
be made simple and free from all complexity. The 
demand is natural but it asks for the impossible. 
The income tax statute could be written in a single 
page and the law made perfectly clear, plain, and 
simple; but any legislator who was responsible for 
such a law would find that his life was not safe the 
next week after it went into force, so great would 
be the hardships and inequalities that it would 
create. } 


‘The complexities of our income tax result from 
the effort which has been made to prevent the in- 
equalities which a bare tax on incomes would bring 
about.|/ We are aware that inequalities still exist 
and we are continually striving to eliminate them. 
With each effort to adjust these inequalities we 
have added to the complications and we have often 
found that in doing away with one inequality we 
have either created another or furnished a method to 
some of evading the tax in whole or in part. All 
of you know that a board composed of treasury 
officials has been working for some time with a view 
to presenting modifications of the present law which 
will, to some extent, simplify it and prevent evasions 
which make it work unequally and unjustly at 
times. Too much must not be expected from its 
labors in the way of simplifying the law. The in- 
herent difficulties of such a task can only be appre- 
ciated by gentlemen like yourselves. We can hardly 
hope that the general public will understand them. 
In this connection I ought to say that while we 
can never expect that a tax will work out with per- 
fect equality we ought never,’ except under the 
pressure of absolute necessity, to make use of a 
tax that nearly always works out unequally between 
those upon whom its burden rests. We have had 
one such tax as this, which was a necessity in war 
time and to which I shall hereafter allude. 


Under the early forms of government, taxes were 
imposed without any thought of economic prin- 
ciples, the main purpose being to wring as much 
as possible from the individual taxpayer regardless 
of the condition in which it left him. * Gradually it 
has come to be seen that this method not only im- 
poverished the ‘individual, but rendered him no 
longer capable of production and thereby decreased 
the total wealth of the state, and that in the long run 
greater revenue could be derived by more just and 
merciful, as well as a more enlightened, policy of a 
more equal distribution of the burdens of taxation. 


' January, 1924. 
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In these days I think it ought to be apparent that 
a still broader policy should be followed, in that 


‘taxes should not be imposed in such a manner as to 


increase the burden of those who are already strug- 
gling to meet what we now consider the necessaries 
of life, or to unduly limit their opportunities for 
education and social improvement. For the state 
so to do is to injure its greatest and best asset, a 
useful and productive citizen. On the other hand, 
taxes upon business may easily be made so onerous 
as to discourage enterprise and actually hinder pro- 
duction, thereby injuring not only the taxpayer, but 
the whole nation, and even the most wealthy can 
be taxed until the inducement to preserve and in- 
crease their capital is lost. ‘There are some who 
would use taxation as a means to redistribute prop- 
erty and to equalize wealth, which is clearly a step 
in the direction of socialism.) There are others 
who go to the contrary extreme and contend in 
effect that no tax should be levied which will sub- 
stantially limit the accumulations of the wealthy, 
even though this system necessitated the levying 
of additional taxes upon the masses and thereby pre- 
vented savings on their part. The basis of the ar- 
gument for this last proposition is the necessity of 
capital accumulation for carrying on business, but 
it rests on a false premise. Our goal should be the 
establishment of a system which would afford the 
opportunity of accumulation to all those who exer- 
cise thrift and industry. It must be obvious, also, 
that an accumulation of a million dollars in the 
hands of one man is no more useful for carrying on 
business than an average accumulation of one hun- 
dred dollars on the part of ten thousand men if 
the accumulation be joined, as they usually are, 
through bank deposits or other means, or other- 
wise used so as to render a useful return. Certain 
it is that a wide distribution of wealth, more than 
anything else, contributes to the contentment and 
happiness of the masses and insures their support 
of orderly government. 


The wealth of this country has been and is now 
increasing by leaps and bounds. (Business, of 
course, does not thrive by reason of taxation, but 
rather in spite of it. As long as the productive 
capacity of the country is not injured either on 
the one hand by impoverishment of that portion 


‘of the masses who are inclined to work at various 


employments and save, or, on the other hand, by 
what amounts to confiscation of capital, the 
wealth of the country will continue to increase.) 
Either of these extremes should, of course, be 
avoided; but the line that strikes the golden mean 
is difficult to find. 


It is a common statement among those who seek 
to inflame the minds of the people against the 
wealthy, that, under our form of government, the 
rich are growing richer and the poor are growing 
poorer every day. If this were true it would con- 
stitute the greatest indictment against our present 
system that has ever been made, but it is not true. 
The rich are indeed growing richer as the wealth 


-of the country increases, but the greatest increase 


is among those of moderate incomes and the con- 
ditions of the masses is so much above that of fifty 
years ago as to make comparison almost impossible. 
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The enormous increase in the deposits of savings 
banks and banks that are used by farmers, the re- 
markable additions to the assets of building and 
loan associations, the increase in the amount of 
life insurance carried by the average man—all these 
matters and many others show conclusively the 
falsity of this demagogic assertion. There can be 
no doubt that the fact that the common people are 
little affected by national taxation has contributed 
to this result. 

There is much loose talk about the manner in 
which business is affected by national taxation. It 
must be admitted that taxes on incomes are high, 
although they average lower than those of any 
other government that took part in the war. But 
in these days when nearly every factory is run- 
ning full blast, when the railroads are moving more 
freight than ever in our history, when sales of 
commodities are at a high peak, it is merely cheap 
claptrap to assert that business is being ruined by 
high taxes. As was said before, business does not 
thrive upon taxation, but in spite of it, and the 
greatest care is needed in apportioning our taxes 
lest they unduly bear upon business and capital, but 
the welfare of the masses is also a capital asset as 
well as a necessity for the continuance of our gov- 
ernment and the perpetuity of our institutions. 

Keeping these principles in mind, we are brought 
to a consideration of some of the proposed changes 
in our revenue system which have been prominently 
advocated throughout the country. 


Sales Tax Incidence 


Of all of these measures, probably none has re- 
ceived such support in the way of propaganda as a 
general sales tax. It is probably not necessary to 
state to you the objections to a general sales tax 
but the public at large is not at all familiar with 
them and the ordinary citizen has heard only one 
side of the matter. 


A sales tax is, of course, a consumption tax and, 
as a rule, is passed on to the consumer. A general 
sales tax would, of course, increase prices on every- 
thing, including the necessaries of life, and the 
smaller a man’s income the greater would be its 
burdens upon him and the greater sacrifice required 
of him to meet it. Such a tax violates the principle 
that taxes should be imposed in accordance with 
ability to pay. It would: inevitably increase the cost 
of living. We have only to look at the commercial 
reports to see that every increase in the price of 
necessities, with the possible exception of food, 
which is an absolute necessity, decreases the de- 
mand. It is not long since we had a buyers’ strike 
which greatly injured business, and the imposition 
of a general sales tax would, in my opinion, injure 
not only the citizen who is now struggling to ob- 
tain the necessities of life but also business in 
general by lowering the demand for production. 


A general sales tax would also have the effect 
to drive a large number of small manufacturers 
out of business. Take the case of steel. There is 
a great corporation that mines the iron ore, makes 
pig iron in blast furnaces, makes steel of the pig 
iron, makes various incomplete products of the 
steel, and various complete products also. Each 








8 THE NATIONAL INCOME TAX MAGAZINE 


of these operations is also carried on separately by 
small concerns. A great corporation under a gen- 
eral sales tax would pay but one tax and the smaller 
ones would have to pay a tax for each operation. 
The same is true in the cotton and woolen busi- 
ness where there are many different operations 
carried on by small concerns and also some large 
concerns that combine these operations under one 
management. 


Besides this, in some kinds of business the tax 
could not be passed on. It is generally agreed that 
the farmer could not pass the sales tax on and that 
the tax on the sale of any food product would be 
in effect a tax on the producer. For this reason 
most of the later plans for a general sales tax have 
excepted farm products from its operation. But 
there are other ways in which the same difficulty 
arises. On a falling market it is doubtful whether 
the tax could ever be passed on, yet this is just 
the time at which it should not be borne by the 
producer. On a rising market it would ordinarily 
be passed on, just at the time when the consumer 
would feel its effects most. It is often said that a 
sales tax is simple, but those who think so have 
never tried to frame a bill embodying such a tax 
or care little how much injustice and inequality 
might result from it. 


The Sales Tax in Canada 


It is often said that the sales tax has worked well 
in Canada and is satisfactory there. It has undoubt- 
edly caused a marked rise in prices, which has been 
anything but satisfactory to the consumer, and is 
subject to most of the objections which have already 
been stated. But the Canadian tax is a restricted 
one, applying only to wholesalers and jobbers. It 
was found necessary to make a long list of excep- 
tions of articles to which it ought not to apply and 
even to give the Government power to make other 
exceptions at any time, in case it found that the 
tax was working badly. This we could not do here 
under our Constitution. There is, in my judgment, 
no prospect of a general sales tax being enacted by 
Congress, but we already have certain special taxes 
on sales, such as the tax on automobiles and parts 
and on jewelry. We might well have more on ar- 
ticles of luxury, but it is not likely that any large 
revenue could be produced thereby. We also have 
in the last tariff law what amounts to a sales tax 
where certain duties were imposed purely for 
revenue purposes and high duties on articles of 
luxury. The present tariff act will bring into the 
treasury annually $250,000,000 more than was re- 
turned by the previous act in any normal year. 


There is no doubt, but that in the next Congress 


there will be a strong movement to restore the | 


excess profits tax and that this movement has much 
popular support. This popular support arises from 
the fact that an excess profits tax is generally be- 
lieved to be a tax on profiteering. I assume that 
all of you know that it is not. In fact, it in no 
way tends to discourage profiteering and certainly 
does not tend to lower the price of goods. It is 
often contended that it actually increases the price 

manufactured articles because it is passed on 
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to the consumer. I never have agreed with this 
statement. Before we repealed the excess profits 
tax we first modified it by reducing it practically 
one-half. The same thing was done also in Great 
Britain. Neither in this country nor in that did 
any reduction in prices follow this deep cut in the 
tax. On the contrary, prices, as a rule, rose some- 
what thereafter. No objections to the excess profits 
tax are based on the fact that it almost invariably 
worked out with inequality between those upon 
whom it was imposed. Unquestionably, under it 
the old and heavily capitalized corporations had 
an advantage over the concern that was conserva- 
tively capitalized, so that in reality some concerns 
which were making the highest profits on goods 
and receiving the greatest total net income paid 
little or no tax; while some small institution with a 
small capital in proportion to the business done, 
the greatest assets of which were the energy and 
capacity of the men who managed and conducted 
it, paid an extremely heavy rate. Then, too, it en- 
couraged extravagance and often discouraged effi- 
ciency. Immense sums were paid out in advertis- 
ing while the law was in force on the theory that 
the Government would take a large amount of the 
return in any event. Efficiency and a low margin 
of profit in many cases resulted in a large volume 
of trade, which in turn increased the total profits on 
the invested capital. If this capital was compara- 
tively small, it resulted in the corporation being 
penalized under this tax by reason not of profiteer- 
ing but because it was efficient and sold its goods 
at a low profit. The excess profits tax was origin- 
ally imposed upon individuals and partnerships as 
well as corporations. We found that that worked 
out very unfairly and modified it so as to apply to 
corporations only. This has also been found to work 
very unjustly in many instances where small cor- 
porations were engaged in competition with an 
individual operating the same kind of business. The 
ultimate effect is to put a double tax on incomes, 
under which, no matter how small the income of 
the taxpayer may be, he is taxed at the same rate 
as those having greater incomes. There is, in 
fact, no way to make the tax work out fairly. Be- 
yond this, there is the even stronger objection 
that we do not need any additional taxes and if 
this tax was substituted for some other tax it 
would have to be put in the place of one which 
works better. 


Several bills were introduced at the last session 
placing a tax upon undistributed profits of corpora- 
tions. We have now, in Section 220 of the revenue 
law, a provision to the effect that where profits are 
permitted to accumulate for the purpose of pre- 
venting the imposition of the surtax upon stock- 
holders, a special tax of 25% shall be levied on the 
net income of the corporation in addition to the 
other taxes provided by law. This section, in much 
the same form, has been on the statute books for 
years. The difficulties in the way of enforcing it 
are obvious. So far as I know, not a cent of tax has 
ever been collected under it and I doubt whether 
any ever will be. The bills to which I have referred 
went much further in that the tax would, there- 
under, be levied upon each year’s profit if it was 
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not distributed. Some of them even made the tax 
retroactive, a proposition which I do not think needs 
consideration. 


The objection that we do not need any additional 
taxes may, and*probably will, be sufficient so far 
as any action in the immediate future is concerned 
in the way of a further tax on undistributed profits. 


The present system of corporate taxation has, 
however, many elements of injustice in it. It is 
true that if corporations grow and increase their 
business they must of necessity have more capital. 
From this arises the desire to increase the corporate 
surplus. But this is no more true of corporations 
than it is of individuals or co-partnerships, both of 
which are taxed on the accumulations belonging 
to the individuals concerned. Moreover, the pres- 
ent system presents an easy way of avoiding taxa- 
tion. I do not know what person has the largest 
income among the citizens of this country, but it 
is popularly supposed to be Mr. Henry Ford. 
Whether this is so or not, it is certain that his 
income is something enormous and while no one 
knows what income tax he is paying, except a 
few who are required by law to keep the secret, it 
is certain that it can not be at all in proportion 
with his income. The Ford Company is continually 
adding to its investments by buying coal mines, iron 
mines, and railroads, erecting new factories, con- 
structing more and more of the parts of the auto- 
mobile that has made Mr. Ford famous. While 
technically no income has passed thereby to the 
stockholders, as a matter of fact, their riches have 
increased to the amount of these investments and 
yet they pay no income tax thereon. Besides this, it 
is perfectly easy for any corporation to issue stock 
dividends and thereby, for all practical purposes, 
put the surplus under the control of the stock- 
holders in such a manner that they can use it as 
they see fit. In this way an enormous amount of 
dividends has, in effect, been distributed to the 
stockholders without the payment of any income 
tax. I do not believe the American people will 
permit this state of affairs to continue indefinitely. 
At present there is little prospect of a change in 
this respect, for the adoption of a tax on undis- 
tributed profits would render necessary sweeping 
changes in other parts of the law. Also it should 
be said that there are difficulties in framing a mea- 
sure of this kind so that it will work out fairly, 
for obviously if a profit was taxed in the hands of 
the corporation, an allowance to the same extent 
should be made if it should subsequently pass to 
the stockholders. 


There is one important change in our revenue 
system that I have for some time advocated, that 
is well known to you. I refer to the proposition 
to prevent the further issuance of tax-exempt se- 
curities, which is presented in the constitutional 
amendment introduced by me, and which passed the 
House at the last session. Important as this mea- 
sure is, it involves no change in rates or policy ex- 
cept that rates might well be reduced if the measure 
becomes operative. The unrestricted issue of tax- 
exempt securities has produced so many evils that 
I shall not discuss them at this time. The Commit- 
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tee which arranged the program of this conference 
has very properly set aside for this subject a special 
time and place for its discussion. It, however, will 
not be inappropriate for me to say at this time that 
nothing can be more absurd, either logically or 
practically, than to impose extremely high rates 
of tax upon those who receive large incomes and 
then open wide the door through which those taxes 
may be avoided and invite them to avail themselves 
of the opportunity. The present system is as im- 
practical as it is illogical and we are gaining noth- 
ing by it, but, on the contrary, losing in more ways 
than one. I shall reintroduce the amendment at 
the next session, but, in any event, several years 
must elapse before it can be adopted as a part of 
the Constitution. In the meantime, there are other 
ways of reaching the holders of tax-exempt securi- 
ties without a constitutional amendment. An ad- 
ditional inheritance tax can be placed upon such 
securities and the deductions allowed for the pur- 
pose of reducing the income tax can be denied to 
the extent of the income from tax-exempt securities. 
Measures of this kind ought, in my opinion, to be 
adopted. That, when proposed, they will meet 
with such opposition from those who now oppose 
the amendment is to be expected, but it will require 


only a majority in both houses of Congress for 
their adoption. 


Favors Tax Reduction 


The Budget Bureau has not yet published its 
report and of course, its recommendations must 
afterwards be gone over by the Appropriations 
Committee and finally be passed upon by vote of 
Congress. I think, however, it is safe to say that 
the Budget Bureau will not find it necessary to 
expend as much in the next fiscal year as we are 
now appropriating. I also believe that there will 
not be much difference in our revenues if the same 
law is continued in force, and I think the tendency 
will be for the revenues to increase rather than to 
diminish with the growth of business in the coun- 
try and a gradual adjustment of the losses that 
came in as a result of the period of inflation and 
speculation after the war. Such being the case, if 
no new lines of expenditure are entered upon, a 
surplus even larger than the one that we now have 
may be expected. If such a condition prevails, taxes 
might well be reduced and I should strongly favor 
a reduction. We are now providing for the ex- 
tinction of the public debt through a sinking fund 
and I can see no good reason why we should ma- 
terially increase the amount thus allotted. But at 
this moment it seems to me too early to determine 
with the degree of certainty necessary for under- 
taking a revision downward whether such a re- 
vision can be made. The incoming Congress is 
quite a different body from the one that passed the 
present revenue law. We made an enormous re- 
duction in taxes aggregating about $818,000,000 
when we passed the present law. This reduction 
was much larger than many thought ought to be 
made at the time it was enacted. The present very 
able Secretary of the Treasury expressed his doubts 
as to whether, under such a program, the revenues 
would be sufficient, and it will be remembered that 
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Congress went further in this direction than his 
recommendations extended. There are pending at 
least two measures which will be strongly urged in 
the next Congress and which, if adopted, would 
probably absorb any surplus that seems now to be 
in sight. Moreover, as soon as we undertake any 
revision that affects the underlying principles of 
our present system we encounter difficulties aris- 
ing from the political situation which are so seri- 
ous and substantial that I cannot fail to mention 
them here, although it would not be proper to dis- 
cuss them if I so desired. I can only say that, much 
as I would wish to see taxes reduced, the outlook 


for such reduction is not as favorable as I would 
wish. 


Prompt Action Is Possible 


As before stated, a board of treasury officials 
was appointed by the Secretary of the Treasury 
to go over our present revenue laws and make 
recommendations for such changes as seemed to 
them advisable in the interest of simplicity, clear- 
ness, expedition in deciding disputed cases, and 
also in the way of preventing evasion of the mani- 
fest purpose and intent of the law. This board or 
commission has been working all through the long 
period since the last session of Congress adjourned 
and will be ready to make its report when Congress 
again convenes. There is nothing to prevent the 
Ways and Means Committee taking up these recom- 
mendations early in the next session and acting 
upon them with reasonable promptness. The Com- 
mittee itself has, in the past, been prompt and 
efficient in these matters and there is no reason to 
anticipate any delay in its action. Revenue bills 
are privileged in the House and are usually dis- 
posed of promptly. There is, however, another 
body which must also act. So far as I am concerned, 
my best efforts will be used to secure prompt action 
upon this report. 


There are some methods of evading our present 
income tax which, in my opinion, merit special con- 
sideration. One of the most common methods of 
evading the surtaxes is by way of gifts to relatives 
under circumstances which leave the actual con- 
trol of the property still in the hands of the donor, 
although the effect of the instrument in law is to 
transfer it to the donor. In this way large estates 
are being split up into small units, which greatly 
reduce the amount of the surtaxes. Whether the 
surtaxes are reduced or not, evasions should not 
be encouraged. There ought to be a tax on gifts 
above a certain amount received in the course of 
the taxable year. 


The privilege given husband and wife of mak- 
ing separate returns of their income in certain 
cases, especially under the laws of those states in 
which husband and wife have what is called com- 
munity property, leads to great abuses and mani- 
fest injustice. Indeed, I know of no cases arising 
under our revenue laws where the inequalities are 
so great and the injustice so manifest. Those who 
are able, in the present condition of our laws, to 
take advantage of this situation can hardly be 
blamed for so doing, but our legislators will be 
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much at fault if it is permitted to continue. The 
public generally is not aware of the situation. If 
it was, I think there would be an irresistible de- 
mand for a change. 


At the last session, a bill was reported from the 
Ways and Means Committee providing, in sub- 
stance, that the deduction for losses resulting from 
the sale of capital assets should be only 1244% of 
the capital net loss, to correspond to the amount 
taxable in cases of gains resulting from the sales of 
such assets. The bill encountered some opposition, 
but there was and can be no good argument against 
it. There may be some reason why we should not 
consider, in estimating the income, either gains or 
losses in the sale of capital assets, but no one can 
give any reason why, if gains are only taxed to the 
extent of 1244%, a similar provision should not be 
made with reference to allowances for losses. As 
the law now stands, the Treasury, in the language 
of the Secretary, is being “whipsawed”, because the 
taxpayer can refrain from realizing taxable gains, 
but can take deductible losses. 


Another method of splitting up the property of 

the taxpayer and thereby reducing the surtaxes is 
found through the creation of trusts. This method 
is too involved to describe it here, but it is probably 
well-known to you. Our revenue laws should be 
amended so as to render such proceedings of no 
avail. 
\ It is highly important that some method should 
be devised which would hasten the determination of 
appeals. A court of tax appeals has been suggested, 
but the plan has not yet taken sufficiently definite 
form to make it certain that the appeals would 
thereby be expedited. The matter of the valuation 
of estates also needs attention. It ought not to be 
necessary to take an appeal in those cases to Wash- 
ington, at least so far as the smaller estates are 
concerned. There should be either a state board or 
a board for each county appointed by the Federal 
judges of the state of which the deceased was a 
resident. Such board could act quickly and its 
decision should be accepted. As its decisions would 
pertain only to questions of fact, no conflict would 
arise over the judgments rendered in different locali- 
ties. The parties upon whom the payment of the 
tax devolved could afford to pay the cost of such 
proceeding in preference to the present method. 


There are many other matters which I would 
like to mention, but time forbids. In conclusion, it 
should be noted that on the whole our national 
revenue system has been highly successful. 
Through it we have been able to meet, without un- 
due borrowing, the extraordinary expenses of the 
greatest war ever known and also, to a large extent, 
the expenses of our allies. Still more remarkable, 
we have been able, in a comparatively short time 
after the war, to make large reductions in our in- 
debtedness. At the same time our rate of taxation 
per capita is much less than that of any other great 
power engaged in the war. Only one of those na- 


tions besides our own has been able to balance its 


budget. While national taxation has been heavy, 
(Continued on page 23) 
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“Niet Loss” Provisions of the 1921 
Act—Methods in Application 


By James J. Lzany* 


The general presentation of deductible losses as made in the statute and 
regulations involves comparatively little difficulty of interpretation with the 


exception of “net losses.” 


Special concern for the proper computation of 


“net losses” arises from the fact that they may be projected against income 
of years succeeding that in which sustained, which is not true of losses not 


° included in this classification. 


This is the fourth of a series of articles covering various phases of the 
computation of taxable income under the Revenue Act of 1921. 


ITH the approach of the income tax return 

season for the calendar year 1923, taxpayers 

are interested in the subject matter of “net 
losses,” their nature, determination, and the right 
to and method of taking credit for any such 1922 
“net losses” in their 1923 returns. 


Kind of “Net Losses” Entitled to Statutory Benefit 


Under the Revenue Act of 1918 the statutory “net - 


loss” was limited to net losses resulting either from 


the operation of any business regularly carried on ~ 


by the taxpayer, or from the bona fide sale of plant, 
building, machinery, equipment or other facilities 
acquired or constructed on or after April 6, 1917, for 
production of articles contributing to the prosecu- 
tion of the war. It was held in I. T. 1401 (1-2 C. 
B. 32), that the provisions of the 1918 Act did not 
cover losses from the sale of capital assets, other 
than those acquired on or after April 6, 1917, for 
war purposes. It was held in A.R.M. 185 (1-2 C. 
B. 37), that a loss by a corporation in 1919 on the 
sale of its capital assets, due to liquidation of the 
company, was not.a “net loss” contemplated by 
section 204 of the 1918 Act. 

The “net loss” provisions of the Revenue Act of 
1921 [section 204 (a)] specifically include, in addi- 
tion to operating net losses of any trade or business, 
those “sustained from the sale or disposition of 
real estate, machinery, and other capital assets, used 
in the conduct of such trade or business.” <A tax- 
payer may be regularly engaged in several trades 
or businesses. He may have the advantage of the 
statute as to the net loss in each respective busi- 
ness, but he must sustain a net loss, computed ac- 
cording to the statute, after all his gross income 
from every source, and all his various losses and 
other deductions allowable for income tax purposes 
in the year of the loss are taken into consideration 
in the “net loss” computation. Thus, it was held 
under the 1918 Act in O. D. 430 (2 C. B. 58), that 
an individual who sustained a net loss for a taxable 
year with respect to his share of partnership earn- 
ings was not entitled to the relief unless he had 
sustained a net loss for such year with respect to 
his entire income derived from all sources during 
that year. 
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As to the extent of the activities necessary in 
order to justify a taxpayer in claiming that he was 
engaged in the conduct of a trade or business from 
which a net loss was sustained, it was held in I. T. 
1818 (11-31-1167), that a taxpayer was engaged in 
the business of buying and selling securities for 
the purpose of claiming the benefit of a net loss 
sustained in the operation of a trade or business, 
under the following circumstances: He was not a 
member of a stock exchange, had no place of busi- 
ness, does not make purchases and sales of securities 
for others, but devotes the greater part of his time 
in keeping in touch with the stock market and in 
giving orders to his brokers for the purchase and 
sale of securities, and was not occupied in any 
other line of business. 

After having first determined that the net loss 
for 1922 is of the requisite prescribed character 
(operating business loss, or one from the sale or 
disposition of capital assets used in the business), 
it is necessary to adjust it, so as to bring it within 
the .limitations by which its definition is circum- 
scribed in the statute. 


Statutory Limitations on “Net Loss” Definition 


As stated in the regulations, the amount properly 
allowable may be neither the loss reflected upon 
the prior year’s return filed for the purpose of the 
income tax, nor the net loss shown by the :tax- 
payer’s profit and loss account, but is the loss shown 
as the result of the computation required under the 
following provisions of section 204 (a) of the 1921 
Act: 

“The excess of the deductions allowed by section 
214 [for individuals] or 234- [for corporations] as 
the case may be [which include deductible expenses, 
taxes, interest, bad debts, losses, depreciation, deple- 
tion, amortization, etc.] over the sum of the fol- 
lowing: (1) the gross income of the taxpayer for 
the taxable year; (2) the amount by which the 
interest received free from taxation under this title’ 
exceeds so much of the interest paid or accrued 
within the taxable year on indebtedness as is not 
permitted to be deducted by paragraph (2) of sub- 
division (a) of section 214 [for individuals] or by 
paragraph (2) of subdivision (a) of section 234 
[for corporations] [interest paid or accrued on in- 
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debtedness incurred to carry or purchase tax- 
exempt securities]; (3) the amount. by which the 
deductible losses not sustained in such trade or 
business exceed the taxable gains or profits not 
derived from such trade or business; (4) amounts 
received as dividends and allowed as a deduction 
under paragraph (6) of subdivision (a) of section 
234 |for corporations, but not individual recipients 
of dividends]; and (5) so much of the depletion 
deduction allowed with respect to any mine, oil or 
gas well as is based upon discovery value in lieu 
of cost.” 


Illustrations of “Net Loss” Computation, as Defined 
Above in the Statute 


The following is an example of a case of a “net 
loss” of an individual for which no relief may be 
had: John Mason’s income for 1922 consisted of 
$500 from taxable interest and $2,500 from dividends 
of a domestic corporation, or total gross income of 
$3,000. His allowable deductions, represented by 
interest paid, taxes, bad debts through loans to 
friends, and charitable donations, amounted to $4,- 
000, leaving him a net loss for 1922 of $1,000. He 
may not deduct this from his net income for 1923 
because it did not result from the operation of any 
trade or business, or from the sale of capital assets 
used in the conduct of a trade or business. 


The following is an example of a case of “net 
loss” of an individual for which relief may be had, 
and a method for determining it in accordance with 
the statute and regulations. 


Samuel Jones is engaged in the garage business. 
His gross income from that business during 1922 
was $20,000. His allowable deductions in connec- 
tion with this. business for 1922 were as follows: 
ordinary expenses, $15,000; business bad debts, 
$2,000; depreciation-on garage building, $500; loss 
on sale-of some garage equipment, $1,500; loss by 
damageé:to garage from an explosion, in excess of 
insurance received, $5,000; real estate taxes (not 
special assessments) on garage property, $500. His 
net loss in the business was $4,500, as shown by the 
garage profit and loss statement. Outside of the 
garage business he received the following items 
of income: rents from an apartment building, $8,- 
000; interest on public utility company bonds not 
carried as assets in the garage business, $1,000; 
dividends on stock of a domestic corporation not 
carried as an asset of the garage business, $1,000; 
gains from gambling transactions, outside the 
garage business, such as horse racing, $1,000, or 
a total gross income from sources outside the busi- 
ness of $11,000. Outside the garage business he 
had the following deductions: real estate taxes (not 
special assessments) on his residence, $100; real 
estate taxes (not special assessments) on the apart- 
ment building property, $500; depreciation, repairs 
and expenses on the apartment building for 1922, 
$3,000; loss on sale of some stock, not carried as an 
asset in the garage business, $6,000; loss on the 
sale of a vacant lot, not carried as an asset of the 
garage business, but acquired by him for investment 
purposes, $2,000; charitable donations to his local 
church, $400, or total allowable deductions outside 
his garage business in the sum of $12,000. His 
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total taxable gross income from all sources was 
thus, $31,000 and total allowable deductions were 
$36,500, leaving a net loss, as shown by his 1922 
tax return, in the sum of $5,500. In addition to the 
above enumerated items of income he received in- 
terest on tax-exempt securities, not carried as an 
asset in the garage business, in the sum of $800, 
and in addition to the expenditures, not above listed, 
he paid $100 interest on money borrowed to carry 
his investment in these exempt securities. His 
book net loss was.$4,800. The determination of his 
statutory “net loss” which he may apply against 
his 1923 net income is illustrated as follows: 


Total deductions which are permitted by section 214 of the 
SUNN SVE cet ery dee ehct ae eee cocexeneveecee $36,500 
a 


Less following items to be excluded 
therefrom: 


Excess of deductible losses outside 
the business, such as loss of 
$6,000 on sale of stock, plus loss 
of $2,000 from sale of vacant 
lot, or total of deductible losses 
outside the garage business..... $8,000 


Over gains derived from transac- 
tions for profit, other than from 
the garage business, which in- 
clude the net gain of $4,500 from 
the operation of the apartment 
building ($8,000 rents, less $3,000 
for depreciation, repairs and ex- 
penses thereon, and $500 taxes 
thereon), the items of $1,000 
gambling gain, $1,000 dividends on 
stock, and $1,000 interest on pub- 
lic utility company bonds, or 
total of taxable gains from out- 
side the garage business of..... 7,500 


Total excess of allowable losses 
outside the business over taxable 
gains from sources outside the 
ee pinta SAA arene —— $500 


Less also. the amount of such de- 
ductions allowable under sec. 214 
as are not connected with the 
business, which include the dona- 
tion item of $400, and taxes on 
the residence in the sum of $100, 
CUE (OE iviasis cave caer rntn coat $500 


Total of the items to be excluded 
from the total allowable deduc- 
WOES hi. sate e cae teint adhe 

Total expenses directly attribut- 
Oe Cer Tee THIN cs ois kc ckisSebad cb mt acbewe eer $35,500 


Gross Taxable Income from all 
I ooo Gree at anaes 


Added to which is the Excess of 
non-taxable interest received (in- 
terest on tax-exempt securities). $800 


Over non-deductible interest paid on 
money borrowed to carry such 
RR en gs Ol ot Wa ak 100 


Excess of non-taxable interest re- 
ceived over non-deductible inter- 
est paid with respect to such tax- 
EXEMIDE SECUPILIEST oe. 5: 65.0 60:50:00 ——— 700 


Total gross income and adjusted 
MNETETE FOE @ 5. 0.60 has. cealdeseses 


Statutory “net loss” of 1922 on the 


$31,700 


garage business operation...............0eeeeeees $3,800 ° 


The “net loss” of $3,800 is all which may be charged against 
income for the succeeding year, 1923. 


— 


ae a Se ae) ee ee ee, a ee 


ar 


= 
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“Net Loss” of Partnership 


Section 204 (c) of the Revenue Act of 1921 pro- 
vides that “the benefit of this section shall be 
allowed to members of a partnership and the bene- 
ficiaries of an estate or trust.” Partnerships, as 
such, are not entitled to the benefit because they 
are not taxpayers. The deduction of the firm “net 
loss” is available to the individual partners in the 
same proportion as the partnership income is allo- 
cated to them. A member, however, cannot segre- 
gate the “net loss” from other income and carry 
it forward independently. To receive the benefits 
the member must sustain a loss after including his 
entire income from all sources, (O. D. 430, supra). 
An illustration of the application of the “net loss” 
provisions in the case of a member of a partnership 
is as follows: 


Adam Hunt has a one-half interest in Hunt Bros. 
Partnership. The partnership sustained a “net loss” 
as defined in the statute for 1922 of $16,000, which 
was also the loss reported in the firm return for 
that year. Hunt Bros. may not deduct this sum 
from the taxable net income of the firm for 1923. 
The distributive share of Adam Hunt in this “net 
loss” is $8,000. He should have included this item 
in his 1922 individual return and deducted it therein 
from his taxable income reported from other 
sources. Thus, if his taxable net income for 1922 
was $6,000, he would apply his share of the firm net 
loss ($8,000) thereto, leaving him a net loss in 
1922 of $2,000. Since there remained a balance of 
$2,000 of partnership “net loss” for 1922 for which 
he received no benefit in his 1922 individual return, 
he may apply this sum against his individual taxable 
net income for 1923. Thus, if. his 1923 individual 
return showed his share of the partnership net in- 
come of the year to be $5,000, and net taxable income 
from all other sources of $6,000, the total 1923 tax- 
able income of $11,000 would be reduced by the 
item of $2,000 (unapplied balance of his share of 
the 1922 firm “net loss”), leaving him taxable net 
income of $9,000 for 1923 on which to apply his 
personal exemption and compute his tax. Had 
this unapplied balance of his share of the 1922 firm 
“net loss” been $15,000, instead of $2,000, he could 
apply $11,000 of it against his total taxable net 
income of $11,000 for 1923, leaving no taxable net 
income for that year, and then carry the unapplied 
balance of it in the sum of $4,000 against his taxable 
net income for 1924 in the same manner. 


Period Within Which the “Net Loss” Must Be 
Sustained and to Which It May Be Applied- 


The net loss provisions of the 1918 Act confined 
its benefit to a “net loss” only for “any taxable year 
beginning after October 31, 1918, and ending prior 
to January 1, 1920.” Neither the 1918 nor 1921 
Acts make any provision for offsetting losses sus- 
tained in 1920. The provisions of the 1921 law are 
continuing in their character and are applicable to a 
“net loss” sustained “for any taxable year beginning 
after December 31, 1920.” The Internal Revenue 
Department seems to be of the opinion that the “net 
loss” must be for a full period of twelve months in 
order that the statutory benefit may apply. The 


THE NATIONAL INCOME TAX MAGAZINE 13 


statute provides that the loss must be sustained “for 
any taxable year.” The Act defines a “taxable year” 
as a calendar year or a fiscal year (also defined in 
the statute as “an accounting period of twélve 
months ending on the last day of any month other 
than December), ending during such calendar year. 
The Department has ruled in a communication to an 
inquiring taxpayer that a net loss sustained by a 
corporation for a taxable period from February 1, 
1921, to October 31, 1921, and taxable period begin- 
ning November 1, 1921, and ending December 31, 
1921, was not deductible where the company was 
formed on February 1, 1921, and filed a return for a 
fiscal year ending October 31, 1921, plus a net loss 
for November and December, 1921. It is held in 
I. T. 1211 (1-1 C. B. 47) that a portion of a year 
is not a “taxable yegr;” that the “succeeding tax- 
able year” against which a net loss may be applied 
under the 1921 Act is the first succeeding taxable 
period of twelve months; that the fractional period 
from November 1 to December 31, 1921, is not a 
taxable year within the meaning of section 204 (b) 
of the Revenue Act of 1921. It was held in several 
rulings under the 1918 Act that a net loss is within 
the definition of section 204 only if sustained in a 
full taxable year of twelve months. O. D. 445 
(2 C. B. 58); Comm. Rec. 743 (I-1 C. B. 45); O. D. 
855 (4 C. B. 54); 1. T. 1465 (1-2 C. B. 36). In ruling 
I. T. 1562 (11-2 C. B. 33) on the 1921 Act it was 
held that a net loss of a deceased taxpayer may 
not be claimed as a credit in any return filed by 
his estate, a different taxpayer. It is also stated in 
that ruling that the net loss of the estate in question 
from September 8, 1921, to December 31, 1921, 
could not be deducted from income accruing to the 
estate in 1922; that, “under section 204 (b), the net 
loss which is deductible is the net loss for a taxable 
year. Under section 200 of the Revenue Act of 
1921 the term “taxable year” is defined as a calendar 
year or a fiscal year ending within the calendar year 
and consisting of 12 months. Since the period Sep- 
tember 8, 1921, to December 31, 1921, is not a tax- 
able year within the meaning of this section, the 
net loss sustained by the estate during that period 
will not be deductible in the return filed by the 
estate for 1922 or a subsequent year.” 


Under the net loss provisions of the 1918 Act, the 
loss for the year ending prior to January 1, 1920, was 
required to be first applied against income of the 
preceding taxable year, involving a recomputation 
of the preceding year’s tax and a refund of that pre- 
viously paid, and the excess of the net loss, if any, 
over the income of the preceding year was required 
to be then applied against income of the year fol- 
lowing that in which the net loss was sustained. 
The provisions of the 1921 Act in this respect are 
as follows: That the amount of the net loss “shall 
be deducted from the net income of the taxpayer 
for the succeeding taxable year; and if such net 
loss is in excess of the net income for such succeed- 
ing taxable year, the amount of such excess shall 
be allowed as a deduction in computing the net in- 
come for the next succeeding taxable year.” There 
is no mention of a right to carry any unabsorbed 
part of the net loss into a third taxable year after 
the year of the net Joss. On this question the De- 
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partment held in ruling I. T. 1718 (11-15, 980) that 
a taxpayer having a net loss for 1921 and also for 
1922 may credit the entire net loss sustained for 
1921 against his net income for 1923, but no part 
of the excess of the 1921 ‘net loss over 1923 net 
income may be credited against 1924 net income; 
that if the net income for 1923 is absorbed by the 
net loss for 1921, the entire net loss sustained for 
1922 may be credited against the net income for 
the year 1924, but no part of the excess of the net 
loss for 1922 over the net income for 1924 may be 
credited against the taxpayer’s net income for 1925. 

‘In determining taxable net income for any year 
for purposes of fixing the amount of the marital 
exemption of an individual or the necessity for filing 
a return, or for determining whether or not a cor- 
poration has income under $25,000 so that it may 
claim the $2,000 specific exemption, the application 
of a net loss of a prior year thereto has no bearing 
thereon. Such loss is treated as a credit by the 
statute, and deducted after the net income which 
fixes the exemption amounts of corporations and 
individuals has first been determined. This is so 
held with respect to corporations in I. T. 1725 
(11-15-988). 


Claim for Net Loss to Be Attached to Return 


Some taxpayers had the mistaken idea that a 
claim for net loss of a preceding year should be pre- 
sented on a certain prescribed form similar to those 
provided for claims for refund, abatement or credit, 
there being no place indicated on the 1922 return 
forms for the insertion of any 1921 “net loss” items. 
Article 1602 of regulations 62 holds that a claim for 
a “net loss,” established under section 204 of the 
1921 Act, may be filed with the taxpayer’s return for 
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the subsequent taxable year ; that such claim should 
contain a concise statement setting forth the amount 
of the net loss and all pertinent facts relative 
thereto, including a schedule showing computation 
of the “net loss” in accordance with section 204 and 
articles 1601 and 1605 of regulations 62. 


It was held in Mim. 3059 (II-1 C. B. 35), that 
the provisions of article 1602, supra, do not mean 
that it is necessary to file a claim for the “net loss” 
on Form 843 (form for claims for refund, abate- 
ment, or credit); that the article refers merely to 
an explanatory statement which should be attached 
to the return showing that the deduction claimed 
is a “net loss” within the definition of section 204, 
and that the amount of the loss has been determined 
in the manner prescribed by article 1601, as illus- 
trated above herein. It is stated in this ruling that 
in every case the net loss should be treated as an 
ordinary deduction in the return and the tax should 
be computed on the net income determined with the 
benefit of this deduction. 


Thus, where an individual had a “net loss” for 
1921 of the kind defined in section 204, he could 
have shown the amount thereof in his 1923 return 
at item 16 of page 1, Form 1040 for 1922, described 
therein as “other deductions authorized by law,” 
and have attached a suporting schedule, explaining 
the nature of the “net loss,” and showing the com- 
putation thereof in the manner outlined in the illus- 
tration explained above in this article. In the ab- 
sence of any instructions on the 1923 individual 
return Form 1040, prescribing otherwise, this same 
method may be followed in taking advantage of 
claims for 1922 “net losses” in 1923 returns of in- 
dividual taxpayers. 


Supreme Court Renders Decision Adverse 


N THE taxation of shares of national bank stock 

to the stockholders, tax-exempt securities owned 
by such a bank may be included in the determina- 
tion of the value of the shares, according to a deci- 
sion of the United States Supreme Court in the 
case of the Des Moines National Bank vs. Thos. 
Fairweather, et al. 


The facts involved were in brief that the bank of 
itself had been taxed only on its real property. The 
shares of capital stock were taxable to the stock- 
holders. In fixing the value of the shares for tax 
purposes the aggregate of the bank’s capital, sur- 
plus and undivided earnings was taken as the value 
of the shares and from this the amount actually in- 
vested in real property was deducted. Among the 
bank’s assets were various securities of the United 
States. There was also some stock in a Federal 
reserve bank, claimed likewise to be tax-exempt. 
The bank sought to have the Federal securities and 
the Federal reserve bank stock excluded from the 
value upon which the tax on the stock of the bank 
was based. There was, furthermore, from the view- 


to National Banks 


point of the national bank, unfair discrimination in 
that in assessing the moneyed capital employed by 
private bankers in their banking business, the board 
of assessors excluded so much thereof as was in- 
vested in nontaxable securities of the United States. 


In its decision upholding the right of the state to 
levy the tax as computed, the Court called attention 
to the fact that a corporation as an entity is the 
owner of the capital and that in no legal sense are 
the individual shareholders the owners. “That 
much or little of the bank’s assets consist of tax- 
exempt securities of the United States does not 
affect the. taxability of the shares—they being dis- 
tinct from corporate assets.” The tax levied against 
the private bankers was a tax on capital from which 
part of capital consisting of tax-exempt securities 
is not taxable because the United States makes them 
tax-free and the state merely respects the exemp- 
tion. The Court declared it could not consider as 


open the question of whether the state in such cir- © 


cumstances discriminates against national bank 
shares in favor of money capital. 
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The Recent Change in Rules 
Governing Tax Appeals 


By Harry HArpPer* 


PON an examination of a taxpayer’s books by 

a field agent of the Internal Revenue Depart- 

ment, it has been the practice of the agent- 
in-charge to furnish the taxpayer a copy of the 
report covering the field agent’s findings. At the 
same time such report was furnished the taxpayer, 
the original copy of such report was also forwarded 
to the Department in Washington. This meant that 
formerly it was necessary to take up all corrections, 
exceptions and objections directly with the Income 
Tax Unit in Washington. 

The recent change in method of handling tax 
cases before the Department affords taxpayers 
ample time and convenient means of presenting 
any objections or any additional information which 
may affect the final decision by the commissioner 
of internal revenue at Washington. The original 
of the examining agent’s report is to be held in 
the office of the agent-in-charge for a period not to 
exceed twenty days from the date of the letter 
accompanying the report, in order that any pro- 
tests, briefs, or letters containing additional infor- 
mation may be presented. Taxpayers are thus 
afforded an opportunity to have changes made and 
to take exception to the findings of the revenue 
agents before the report is submitted to the De- 
partment at Washington. Errors made in the re- 
port, questions of facts, etc., that are misunder- 
stood, can thus be adjusted and a revised report 
sent to the taxpayer, showing the changes made, 
before such report is transmitted to the Department 
for final audit. 

This change in procedure is advantageous to both 
the taxpayer and the Income Tax Unit. It saves 
the taxpayer time and expense in the adjustment 
of differences arising out of the facts which may be 
misunderstood or misinterpreted by the examining 
agent, and at the same time relieves the Income 
Tax Unit of considerable work by having many 
differences adjusted before the report is acted upon 
by them. Much time is undoubtedly spent by the 
auditors in adjusting points and differences found 
with field agents’ reports. If these differences can 
be corrected prior to the audit of the report by the 
Income Tax Unit, the congestion which has been 
so pronounced in the past is sure to be relieved. 

Points to be taken up with the revenue agent- 
in-charge are largely questions of fact. Adjust- 
ments of differences arising from misinterpretation 
of facts may be made with less difficulty with the 
revenue agent, who is likely to be familiar with the 
circumstances surrounding the taxpayer’s case, than 
with the Treasury Department, which has less 
opportunity for immediate information on the points 
in question. 





“Member of Harry Harper, McCracken & Co., Certified Public 
Accountants, Chicago. 
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It will be noted that reference is made only to 
questions of fact and corrections that may be ad- 
justed with the revenue agent-in-charge. It has 
undoubtedly been the policy in the past, and still 
is at present, that questions in controversy between 
the taxpayer and the Department involving points 
of law are usually to be settled by the Income Tax 
Unit, the Committee on Appeals and Review, or 
the Commissioner. As a rule, any objections or 
exceptions involving an interpretation of law taken 
up with the revenue agent-in-charge may be ex- 
pected to be transmitted for final action to the 
Treasury Department with such agent’s recom- 
mendations. 


In the event that a taxpayer has not filed any 
objections to the field agent’s report with the agent- 
in-charge within the twenty-day period, the tax- 
payer still has a right under Section 250 (d) of the 
Revenue Act of 1921, to file an appeal and present 
evidence in support of any claim or objection. It 
may be the case that the officers, or one of the 
chief officers is absent, in which instance it is impos- 
sible to take up any question in the time prescribed. 
Other factors or causes may be such that no excep- 
tions are taken up with the agent-in-charge. The 
taxpayer in no instance has waived his rights. 


In submitting such evidence it is always well to 
bear in mind that facts properly explained in brief 
form are given greater consideration than a mere 
statement of facts without law or argument. Fur- 
thermore, taxpayers should consider that there are 
many technical points involved in settling income 
tax controversies, and in order that their own in- 
terest, as well as the interest of the Government, 
may be fully protected, it is advisable to consult 


with someone properly qualified for income tax 
practice. 


After the Department in Washington has com- 
pleted the audit of the field agent’s report, it has: 
been the practice to allow the taxpayer a period 
of thirty days from the date the assessment letter 
was mailed from Washington to file an appeal. 
This was in accordance with Section 250 (d) of the 
Revenue Act of 1921 and Article 1006, Regulations 
62, as amended by Treasury Decision 3409. This 
procedure was modified by Treasury Decision 3492. 
The new decision provides that the taxpayer may, 
at the time of appealing, request a conference before 
the Income Tax Unit, which conference is to be 
held within a period prior to the expiration of thirty 
days after the time for filing the appeal. All data, - 
such as affidavits as to facts, and briefs of argument, 
must be filed with the Income Tax Unit five days 
prior to the date fixed for the conference, or, if no 
conference is requested, such data must be filed 
within twenty-five days after the time for the filing 
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of the appeal. This means that a taxpayer who 
receives an assessment letter dated January 1, 
1924, has until January 30, 1924, in’ which to file 
a protest against the proposed additional assessment 
and to request a conference if desired. If such con- 
ference is desired it must be fixed for some date 
prior to February 29, 1924. The affidavit as to facts, 
and briefs of argument would be required to be 
filed five days prior to the date fixed for the con- 
ference. If no conference is desired, then the sup- 
porting data must be filed not later than February 
24, 1924. The decision provides, however, that upon 
showing cause the taxpayer may obtain a reason- 
able extension of time for holding the conference 
or filing supporting data beyond the periods of limi- 
tation mentioned above. 


It is therefore evident that the Department 
wishes to allow taxpayers every reasonable means 
to present evidence adjusting any tax liability. 


The President’s Tax Counsel 





“T ESPECIALLY commend a decrease on earned 

incomes, and further abolition of admission, 
message and nuisance taxes. —The amusement and 
educational value of moving pictures ought not to 
be taxed. Diminishing charges against moderate 
incomes from investment * will afford immense re- 
lief, while a revision of the surtaxes will not only 
provide additional money for capital investment, 
thus stimulating industry and employing more 
labor, but will not greatly reduce the revenue from 


it. 

“Being opposed to war taxes in time of peace, I 
am not in favor of excess profits taxes. A very great 
service could be rendered through immediate enact- 
ment of legislation relieving the people of some of 


the burden of taxation. To reduce war taxes is to 
give every home a better chance. 


“For seven years the people have borne‘with un- 
complaining courage the tremendous burden of 
national and local taxation. These must both be 
reduced. The taxes of the nation must be reduced 
now as much as prudence will permit, and expendi- 
tures must be reduced accordingly. High taxes 
reach everywhere and burden everybody. They 
bear most heavily upon the poor. They diminish 
industry and commerce. They make agriculture 
unprofitable. They increase the rates on transpor- 
tation. They area charge on every necessary of life. 

“Of all services which the Congress can render 
to the country, I have no hesitation in declaring this 
one to be paramount. To neglect it, to postpone 
it, to obstruct it by unsound proposals, is to become 
unworthy of public confidence and untrue to public 
trust. The country wants this measure to have 
the right of way over all others. 

* This statement seemed fo imply favor of a lower rate 
for incomes from investments, but a letter from C. B. Slemp, 
secretary to the President, explains that reference was intended 
to Secretary Mellon’s recommendation for a reduction in the 
normal and surtaxes, 


that source, and may in the future actually increase 
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“Another reform which is urgent in our fiscal sys- 
tem is the abolition of the right to issue tax-exempt 
securities. The existing system not only permits 
a large amount of the wealth of the nation to escape 
its just burden, but acts as a continual stimulant 
to municipal extravagance. This should be pro- 
hibited by Constitutional amendment. All the 
wealth of the nation ought to contribute its fair 
share to the expenses of the nation.” 


New Tax Bills Propose Variety of Tax 
Law Changes 


BONUS for world war veterans and liquid re- 

freshment with a 2.75 per centum punch for 
everybody are the alluring provisions of a bill in- 
troduced in the House of Representatives, which 
will be identified as H. R. 3. 

Payment of the bonus is provided for by a 20- 
cents-per-gallon tax on beer and cider with an al- 
coholic content above the Volstead maximum. The 
proposed measure fixes the rate of pay at $1.25 per 
day for those veterans who served overseas and one 
dollar per day for those who got no farther than the 
training camps. Maximum compensation for the 
former is not to exceed $625 while the limitation 
on those in home service is put at $500. Payment, 
according to the bill, would be made in three equal 
amounts, on the first of July of each of the three 
years, 1924, 1925 and 1926. 

H. R. 170 would reopen thousands of tax returns 
made for the years 1919, 1920, 1921 and 1922, by 
providing that if for any taxable year beginning 
after December 31, 1919, satisfactory evidence of a 
net loss in any year can be demonstrated, such net 
loss shall be deductible from the net income of the 
taxpayer for the preceding taxable year and that 
taxes for such preceding taxable year shall be rede- 
termined accordingly. Evidently this bill was not 
designed with the purpose of relieving congestion 
of cases in the Income Tax Unit. 

All taxes on admissions will be repealed if H. R. 2 
becomes a law. A modified restriction of taxes on 
admissions is made in H. R. 72, whereby there 
would be a tax on admissions for practically all 
entertainments given for private profit, but the tax 
would be waived in cases where the receipts inure 
to the benefit of religious, educational or charitable 
organizations, institutions, agricultural. fairs where 
no profit is taken by stockholders, performances 
given for the relief of persons in the military or 
naval forces of the United States or those who have 
served in such forces and are in need, et cetera. 

A bill providing for an amendment to the Consti- 
tution, which would make securities issued by states 
and subdivisions subject to the Federal income tax, 
has been introduced into the House by W. R. Green, 
chairman of the Ways and Means Committee. It is 
similar to the bill which Mr. Green introduced at the 
last session and which passed the House but was 
defeated in the Senate. 

H. R. 541 makes provision for a tax on the trans- 
fer of property by gift ranging from 1 per cent on 
amounts by which gifts exceed $20,000 but do not 
exceed $50,000 to 25 per cent on gifts exceeding 
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$10,000,000. The same proposed measure would 
also increase estate taxes by lowering the exemp- 
tion to $5,000 (except where decedent leaves a 
family in which case exemption would be $20,000 
for the widow and $10,000 for each of the children) 
and by increasing the rates so as to range from 1 
per cent on a net estate not exceeding $2,500 to 40 
per cent on net estates which exceed $10,000,000. 


A normal tax rate of 4 per cent on income in 
excess of credits allowed and a rate of but 2 per 
cent on incomes of $4,000 and less in excess of 
credits will be applicable if H. R. 580 becomes a 
law. A new schedule of rates for non-resident aliens 
is proposed which distinguishes between income 
from labor or personal services and that from in- 
vestments. 


H. R. 623 proposes an increase of personal ex- 
emptions to $2,500 for single individuals and $5,000 
for the head of a family or married person living 
with husband or wife. 


H. R. 624 would change the rates of the estate 
tax to be double those now in effect. 

Section 1322 of the Act of 1921 would by H. R. 
501 be amended so as to provide that all internal 
revenue taxes, except as provided in Section 250, 
* %* * shall be assessed within one year after 
such taxes become due. The possibility of making 
assessment at any time in case where fraud or will- 
ful attempt to evade the tax would not be modified. 


U.S. Chamber of Commerce to Sound 
Proposed Tax Legislation 


URRENT taxation issues will form one of the 
four general subjects to be considered at the 
first mid-year meeting of the Northern Central Divi- 
sion of the Chamber of Commerce of the United 
States to be held at the Congress Hotel, Chicago, 
January, 21-22. 
The special phases of taxation that will be dis- 
cussed have been outlined as follows: 

Is the reduction of Federal taxes a paramount 
necessity? 

Is the Mellon plan the right solution of this 
problem? If so, what would be its effect on gen- 
eral business? If not, how should it be amended? 

Have business men an obligation in maintain- 
ing the Budget Bureau as a going institution? 
What part does the budget play in any scheme of 
tax reduction? 

What effect will Federal leadership in reducing 
its expenditures through the Budget System and 
otherwise have on the expenditures of states and 
municipalities ? 

Other general subjects on the program are: 


Transportation, Co-operative Marketing and Immi- 
gration. 


A special report to be made public in the near 
future, which is expected to show that tax-exempt 
securities form a comparatively small proportion 
of the bond holdings of large estates, promises to 
serve as ammunition for those in Congress who op- 
pose reduction of the surtaxes. 
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Passage of Bonus Bill Is Expected 
Over Veto 


ESPITE the opposition of the administration 

and the preference given to consideration of 
administrative features of taxation, it is generally 
believed in Washington that the bonus bill will be 
passed even in the face of a presidential veto. 


Defections among the bonus supporters was pre- 
dicted immediately after President Coolidge’s mes- 
sage to Congress. A later and more careful check 
seems to have given evidence to the contrary. Sen- 
ator Smoot, chairman of the Senate Finance Com- 
mittee, whose opinion is not to be lightly taken, is 
still of the opinion that Congress will pass a bonus 
bill and over a veto. 


A recent analysis of the situation by a capable 
political observer shows that in the House the 
bonus majority is overwhelming. In the Senate, 
where sentiment is less favorable, the lineup was 
given as follows: Thirty-three senators must sup- 
port the bonus to carry it over the President’s veto. 
Of the ninety-six members of the upper house, forty- 
five have expressed a view on the issue—thirty-one 
in favor of the bonus and fourteen against it. Of 
the remaining fifty-one who have not openly de- 
clared themselves, they were listed as follows: For 
the bonus, 38; against the bonus, 13. This analysis, 
therefore, would indicate that there are sixty-nine 
senators for the bonus and twenty-seven against it. 


Federal Trade Commission Investigating 
Tax-Exempt Issues 


AYN opportunity will be given Congress for intelli- 
gent consideration of the problem of tax- 
exempt securities as a result of an investigation 
which is being made by the Federal Trade Commis- 
sion. It is reported that there has been a large re- 
sponse to the questionnaire sent out by the com- 
mission to banks, bonding and brokerage houses, 
life insurance companies, and a considerable num- 
ber of individuals whose incomes are such as to war- 
rant assumption that they may be holders of. tax- 
exempt securities. Until all the data are assembled 
they are being held in confidence, but it is expected 
that before action is taken on the matter, a special 
report will be made to Congress giving an analysis 
of the class of individuals and business organiza- 
tions which have capital tied up in such securities. 


The President has already expressed himself in 
favor of an amendment to the Constitution making 
the issue of states and subdivisions subject to tax. 
While Secretary Mellon did not directly sponsor 
such a measure in his report, he has previously in- 
dicated his approval of such a law. It is expected 
that the information furnished by the Federal Trade 
Commission will serve to give added strength to 
the efforts of those who believe that all securities 
should be put on the same basis for income tax 
purposes. 








Tax Simplification Board 
Makes Annual Report 


HE extent to which the Tax Simplification 

Board has become a positive agency in the 

improvement of income tax administration is 
disclosed in the report of that body to the President 
of the Senate. 


The administration’s tax program incorporates 
a number of the legislative recommendations of 
the board. The organization changes recently made 
in the Income Tax Unit to speed up the disposition 
of tax cases were largely the result of suggestions 
from the Tax Simplification Board. 


The report contains much material of general in- 
terest to taxpayers. It will be presented in two 
installments, the first of which follows: 


“In accordance with Section 1327, of the Revenue 
Act of 1921, the Tax Simplification Board makes 
the following report: 


“Since its last report, the personnel of the Board 
has been changed by the resignation of Mr. J. E. 
Sterrett, of those representing the public, and the 
appointment by the President of Mr. William N. 
Davis, as his successor. Of those representing the 
Bureau, Messrs. E. W. Chatterton and Carl A. 
Mapes were succeeded by Messrs. O. R. Nash and 
James G. Bright. 


“The Act creating the Board provides that ‘it 
shall be the duty of the Board to investigate the 
procedure of and forms used by the Bureau in the 
administration of the internal revenue laws, and 
to make recommendations in respect to the simplifi- 
cation thereof.’ It will be observed that the Act 
does not prescribe specifically the officer to whom 
or body to which the recommendation shall be 
made. Generally speaking, the procedure of and 
forms used by the Bureau are prescribed by the 
Commissioner of Internal Revenue with the ap- 
proval of the Secretary of the Treasury and are 
administered and promulgated by their subordinate 
officers. Our Board has, therefore, followed the 
course indicated by common sense and has made 
its formal recommendations to.the Secretary and 
the Commissioner, and has made numerous in- 
formal recommendations and suggestions to the 
responsible heads of Units and Divisions of the Bu- 
reau. It soon became apparent to our Board, how- 
ever, that certain basic improvements in procedure 
could only be effected by legislation and that sim- 
plification of procedure in some vital respects could 
only be secured by changes in substantive provi- 
sions of the Revenue Act. With respect to such 
matters, we assume that it is our privilege and 
duty to make our recommendations to Congress. 
Economic phases of taxation are not in our commit- 
ment and any reference thereto in our report is only 
incidental and for the purpose of showing that they 
have not been lost sight of in dealing with admin- 
istrative problems. Essentially we shall, and of 
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right should, deal with adjective law as contrasted 
with substantive law. 


Recommendations Made to the Bureau 


“To enumerate the various recommendations and 
suggestions that our Board has made to the officers 
in charge of the Bureau would be tedious and of 
no benefit. Suffice it to say, that our Board has 
been availed of by taxpayers as a kind of grievance 
committee and, we believe, properly so; for specific 
instances of hardship resulting from the adminis- 
tration of the tax laws have frequently disclosed ill- 
advised procedure which was readily remedied by 
those in the Bureau, when called to their attention. 
To say that the complaints made to the Board by 


taxpayers were not inconsiderable, is to put the - 


matter mildly. Some were born of misapprehen- 
sion and these we took pains to answer simply and 
directly. 


“Of the more fundamental 
made since our last report, the following are de- 
serving of particular mention: 


“The Committee on Appeals and Review. The 
work of this Committee was the subject of an in- 
vestigation by our Board prior to the filing of our 
last report. As the result of the recommendation 
therein referred to, the production of this Commit- 
tee was substantially increased. 


“In order to understand our further recommenda- 
tion in respect of this Committee, it is necessary to 
explain briefly its function. Section 250 (d) of the 
Revenue Act of 1921 gives the taxpayer the right to 
appeal from a proposed additional assessment of 
income tax. It was to hear these appeals that the 
Commissioner created the Committee on Appeals 
and Review. While their decisions are in the na- 
ture of recommendations to the Commissioner, it 
was assumed and the taxpayer believed that the 
recommendations would be approved except in ex- 
traordinary circumstances and would be changed 
only after a further hearing. Cases involving al- 
leged fraud were not referred to the Committee, 
nor did it review the decisions on claims for credit 
or refund, the Commissioner having placed these 
matters under the jurisdiction of the Solicitor of 
Internal Revenue. It was found that the decisions 
of the Committee on appeals by taxpayers from 
proposed additional assessments were reviewed by 
the Solicitor’s office and were approved, amended 
or reversed by that office. It also developed that 
the Committee was required to give advice to the 
Income Tax Unit on questions arising during the 
audit of returns. 


“Our Board felt that it was of supreme impor- 
tance that the appeal of the taxpayer be decided by 


recommendations 


— 


‘ 
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the tribunal which heard the evidence and the ar- 
guments, and not by some other officer or tribunal 


‘before. whom or which the taxpayer had not ap- 


peared) We also felt that all appeals by taxpayers, 
whether from additional assessments or from tenta- 
tive impositions of penalties, should be heard by the 
judicial tribunal which had been set up by the Com- 
missioner. It also seemed that the Committee on 
Appeals and Review was the proper body to review 
claims for credit and refund. ‘The practice of re- 
quiring the Committee to give advice during the 
audit of returns on questions which might subse- 
quently come before it on appeal was indefensible. 


“Our Board, therefore, made the following recom- 
mendations: 


~ 


“First: That the practice of requesting an opinion 
from the Committee on Appeals and Review on 
questions arising during the audit of a return be 
discontinued and that questions of law be referred 
to the Solicitor of Internal Revenue. 


“Second: That in each group of three of the 
Committee on Appeals and Reveiw there shall be at 
least one lawyer and one accountant of the highest 
calibre obtainable, and that every appeal in which 


the taxpayer is represented in person or by a repre- 
- sentative shall be heard by one or more members of 


the group. However, it shall be the privilege of 
the taxpayer, upon request, to have his case heard 
by the entire membership of the group. 


“Third When an appeal involves a new question 
of law or a question of law on which the Committee 
desires the opinion of the Solicitor of Internal Reve- 
nue, the Committee shall notify the Solicitor, who 
may, thereupon, attend the hearing himself or 
through one or more of his Assistants, and state the 
opinion of the Solicitor’s office on the question of 
law involved at the hearing, or later in writing, if 
he so desires or is requested so to do by the Com- 
mittee. The recommendation to be made and the 
decision to be arrived at under the law and facts 
shalk be determined by the Committee. 


“Fourth: That appeals from assessments or pro- 
posed assessments of penalties in fraud cases where 
prosecution is not contemplated by the Solicitor be 
heard and determined by the Committee on Ap- 
peals and Review. 


“Fifth: In cases involving credits or refunds, or 
claims in abatement, the taxpayer shall. have the 


right to appeal the case to the Committee on Ap- 
peals and Review. 


“Sixth: When an viamand is taken by a taxpayer 
or a review is directed by the Commissioner, the 
Division or Section from whose decision the appeal 
is taken or the review directed, shall furnish to the 
Committee and to the taxpayer a succinct state- 
ment of questions involved from its standpoint. 


‘The taxpayer shall thereupon furnish to the Com- 


mittee on Appeals and Review and to the Division 
or Section from which the appeal is taken or the 
review directed, a succinct statement of the ques- 
tions which he deems to be involved in the appeal 
or review. 


““Our Board felt that the result of putting these . 
recommendations into force would be that the tax- ‘ 
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payer would feel that his appeal was in the hands 
of a competent body; that the hearing given would 
be adequate and that he would more readily and 
willingly present all his evidence before the appel- 
late tribunal and be disposed to abide by its deci- 
sion. Our Board begs to report that its first, sec- 
ond and sixth recommendations were readily agreed 
to by the Commissioner and have been substantially 
put into force. The Commissioner did not approve 
the fourth and fifth recommendations and they have 
not been made effective. The third recommenda- 
tion was the subject of considerable discussion and 
difference of opinion, but our Board is glad to report 
that it has finally been approved by the Commis- 
sioner and put into effect. This recommendation 
and the investigation which preceded it and the dis- 
cussion which followed it convinced practically 
everyone who participated in the discussions that 
it would never be possible to give to the taxpayer 
the fair and independent review to which he is of 
right entitled as long as the appellate tribunal is 
directly under, and its recommendations subject to 
the approval of, the officer whose duty it is to ad- 
minister the law and collect the tax.) As long as the 
appellate tribunal is part and parcel of the collecting 
machinery it can hardly maintain the attitude essen- 
tial to a judicial tribunal. It is the situation which 
was developed in this way that leads our Board 
to make the recommendation relative to the estab- 


lishment of a Board of Tax Appeals hereinafter set 
forth. 


Proposed Change Adopted 


“Reopening of Closed Cases. In surveying the 
work of the Income Tax Unit, it was discovered that 
even after the return of a taxpayer had been audited, 
an additional tax liability found, the amount thereof 
assessed and subsequently paid by the taxpayer, and 
the case marked closed, it frequently happened that 
the case was reopened by an auditor or other offi- 
cial of the Income Tax Unit of his own motion on 
account of some new ruling or decision. The tax- 
payer was, thereupon, notified and the questions of 
additional tax liability or overpayment were again 
gone into, although the amount thereof had been 
previously settled. As long as such procedure pre- 
vailed, the work of the Income Tax Unit was ma- 
terially increased and there was no chance of the 
taxpayer knowing definitely what his tax liability 
was short of the period of the Statute of Limita- 
tions, and, indeed, not even then; for in many cases 
he had been induced to sign a waiver of the statute. 
This practice appeared to our Board to be disastrous 
to the orderly procedure of the administration of 
the Revenue Law, grossly unfair to the taxpayer 


and productive of little, if any, benefit to the 
Government. 


“Our Board brought this situation to the attention 
of the Commissioner and, in pursuance of our 
recommendation, he issued an order that cases once 
closed should not be reopened except in case of 
fraud or gross error.’ 


The Board has gone on record as opposing con- 
sideration of either capital gains or losses, in com- 
puting taxable income. Their argument will be 
presented in the February issue. 








The Mellon Tax Program 


NY doubt which may have existed as to the 
precise tax measures advocated by the Ad- 
ministration, was dispelled when Secretary 

Mellon’s redraft of the Act of 1921, was presented 
to the Ways and Means Committee. 


The bill, aside from fixing a new scale of tax 
rates, embodies changes that would not only make 
the operation of the income tax more equitable 
but more effective. 

Among the methods incorporated in the bill to 
reduce the possibility of objectionable tax avoid- 
ance, are: limitation of deductions on account of 
capital losses; prevention of the use of reorganiza- 
tion merely to evade taxes; taxation of the income 
of revocable trusts to the grantors; and limitation 
of the deduction for discovery depletion to 50 per 
cent of the net income from the property depleted. 

The text of the bill had not been officially released 
when this issue went to press. The details, how- 
ever, may be only of temporary interest as the bill is 
certain to be materially modified by Congress. 

Mr. Mellon’s summary of the proposed revenue 
act changes follows: 

“Earned income, defined as wages, salaries and 
professional fees, is given a credit of 25 per cent 


of the amount of the tax attributable to the earned 
income. 


“The normal tax on the first $4,000 of net income 
is fixed at 3 per cent and upon the remainder of 
the net income at 6 per cent. 

“The surtax rates begin at 1 per cent on net in- 
come from $10,000 to $12,000; an additional 1 per 
cent for each $2,000 of net income up to $36,000; 
then 1 per cent additional for the.next $4,000 of net 
income up to $40,000; and then 1 per cent additional 
for each $6,000 of net income up to a total of 25 per 
cent at $100,000 and over. 


“Capital asset$ are defined as property held for 
profit or investment for more than two years. Upon 
the sale of capital assets the tax on the gain from 
the sale is limited to 12% per cent of the gain, and 
the amount by which tax is reduced on account of 
such a loss is limited to 121% per cent of the loss. 


“The taxpayer is permitted to take as a deduction 
from his gross income in determining his taxable 
income, interest on indebtedness and losses of a 
non-business character only to the extent that the 
sum of these two items exceeds his wholly tax- 
exempt interest. 


“In community property states where the hus- 
band and wife have a joint interest in certain prop- 
erty acquired by either after marriage, the income 
from this property is taxed to the spouse having 
control of the property. 


“The principle contained in the 1918 revenue act 
that liquidating dividends constitute a sale of the 
stock instead of a distribution of earnings has been 
restored. This puts liquidating dividends within 
the capital gain section of. the act and recognizes 
the real effect of such dividends. 
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“The section with reference to the reorganiza- 
tion of corporations has been rewritten to eliminate 
existing uncertainties in the present act, and to in- 
clude other usual forms of corporate reorganization 
in aid of business, such as the splitting of one cor- 
poration into two or more corporations. 

“Provisions have been inserted to prevent the 
use of this reorganization section to escape proper 
taxation by increasing the basis for depreciation or 
depletion, or by increasing the basis of gain or 
loss from the sale of assets transferred in connec- 
tion with a reorganization, or by distributing as 
capital gain what are in effect dividends out of 
earnings. 

“The deduction, for discovery depletion is limited 
to 50 per cent of the net income from the property 
depleted. 


“In the case of a trust where the trustee has the 
discretion to distribute or not, the income is taxed 
to the beneficiary if distributed and to the trustee if 
not distributed. 


“Where the grantor of a trust reserves the right 
to change the trust in favor of himself, the income, 
of the trust is taxed to the grantor. 


“The penalty under section 220, which seeks to - 
penalize corporate forms used to avoid imposition 
of surtaxes on the stockholders, is now based on 
all the income of the corporation which would be 
taxed in hands of an individual. 

“The application of the present law requiring 
an income for a fractional part of a year to be 
placed on an annual basis, is restricted to cases 
where a return is made for a part of a year as the 
result of the voluntary act of the taxpayer in making 
a change in his taxable year. , 

“A board of tax appeals is created to hear all 
appeals from the assessment of additional income 
and estate taxes, which will sit locally in the vari- 
ous judicial circuits throughout the country. The 
cases of both the Government and the taxpayer are 
presented before the board, which acts impartially, 
and the practice there is similar to that before the 
Interstate Commerce Commission. 

“Upon a decision in favor of the Government, the 
additional tax can. be assessed by the commissioner 
of internal revenue and the taxpayer is left to his 
remedy in the courts for a recovery of the tax. If 
the decision is in favor of the taxpayer, the com- 
missioner may not assess the tax, but is left to his 
remedy in the courts in a suit to collect the addi- 
tional tax. In a hearing in the courts, the findings 
of the board shall be taken as prima facie evidence 
of the facts therein. 

“The administrative sections of the act have been 
rewritten with a view of clarifying their provi- 
sions, making the statutes of limitations consistent, 
relieving the necessity for protest on the payment 
of taxes, and lightening the penalties for minor 
failures to comply with the act. 

“The tax on telegrams, telephones, leased wires 
and radio is repealed. 

“The tax on admissions is repealed.” 
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TAX EVENTS AT WASHINGTON 


OTAL collections by the Department of In- 

ternal Revenue were 18 per cent less for the 

fiscal year 1923 than for the previous year, 
according to the annual report of David H. Blair, 
Commissioner of Internal Revenue. 


'The following table shows comparisons for the 
two years of total collections, revenue from income 
and profits taxes and that from miscellaneous taxes: 


Per cent 

Increase 
Fiscal Years— or 

1922 1923 Decrease 
Total collections......... $3,197,451,083.00 $2,621,745,227.57 —18 
Income and profits taxes.. 2,086,918,464.85 1,691,089,534.56 -)0 
Miscellaneous collections... 1,110,532,618.15 930,655,693.01 —16 


The Act of 1921 was, except in certain particulars, 
effective January 1, 1922. Income tax collections 
in 1922, therefore, represent revenue derived from 
conditions provided by the Act of 1918. The de- 
crease in revenue from miscellaneous sources is at- 
tributed mostly to taxes repealed by the Revenue 


; Act of 1921. 


Due to the reduced yield from taxes and the 
necessity of maintaining a larger organization than 
would otherwise be necessary to audit returns for 
previous years, the cost per $100 of taxes collected 
rose from $1.07 in 1922 to $1.39 in 1923. Nearly one- 
half of the total cost of collection was expended in 


auditing returns for the years 1917 and 1921, in- 
clusive. 


In summary of the year’s accomplishments of the 
Income Tax Unit the Commissioner says: 

“Approximately 1,250,000 returns are received 
annually for audit by the unit. The number audited 
was only slightly in excess of that number. The 
real progress of the unit, however, is reflected in the 
reduction in the number of field reports covering 
examination of taxpayers’ books in the verification 
of their returns, and claims on hand from 450,000 
to 180,000. This reduction was accomplished in 
spite of the fact that 94,928 claims were received and 
259,209 transcripts of returns sent to the field. Re- 
turns involving claims and agents’ reports repre- 
sent work of more than ordinary difficulty. During 
the drive to complete the 1917 returns the efforts of 
the unit were almost exclusively devoted to this 
work, with good result.” 


The number of transcripts of returns awaiting 
investigations in the field offices was reduced from 
275,000 to 70,000. According to schedule, all re- 
maining 1917 and 1918 cases were due to have been 
completed by December 1, 1923. As far as prac- 
tical, says the report, investigations are being made 
to cover all years up to and including 1920. 


The Personal Audit Division is reported as hav- 
ing practically completed audits of all individual, 
partnership, and fiduciary returns for the years 1917 
to 1920 not involving claims and revenue agents’ 
reports. ° 


In the Corporation Audit Division, the Commis- 
sioner’s program calls for the completion of returns 
up to the year 1920 by March 1, 1924. A total of 





101,834 returns were closed during the last quarter 
of the fiscal year. 


Changes have been made in the Natural Re- 
sources Division, says the report, which should re- 
sult in the disposition of the remaining 1917 and 
1918 cases by March 1, 1924. 


Lack of space and difficulty in retaining compe- 
tent help is ascribed as the causes of the congestion 
in the Special Audit Division. Endeavor is being 
made to complete by March 1, 1924, the large num- 
ber of 1917 and 1918 cases yet pending. 


The number of claims on hand in the unit de- 
creased from 106,305 on June 30, 1922, to 61,756 at 
the time of taking inventory on March 19, 1923. 
Thirty-five thousand claims in abatement were sub- 
sequently filed in cases where the Department, to 
prevent the five-year limitation fixed by statute 
from operating against the assessment of additional 
taxes where the unit was unable to secure waivers 
from the taxpayers, thereupon made assessments 
without allowing the usual 30 days for appeal and 
hearing. 

With reference to the work of the Civil Division, 
Mr. Blair reported that on July 1, 1922, there were 
2,400 revenue cases pending in the Federal courts. 
The number on June 30, 1923, had increased to 3,825 
Only 89 cases were decided by the Federal courts 
during the year, of which the Government won 59 
and lost 27; 3 cases resulting in a decision in part 
for the Government and in part for the taxpayer. 


Description was made of the operations in the 
Special Adjustment Section. It was organized in 
May, 1923, as part of a plan for the determination 
of fraud penalties in income and excess profits taxes. 
In explanation of the care taken to give fair con- 
sideration in such cases, the Commissioner said: 
“The members of the Special Adjustment Section 
are not instructed regarding, or influenced in, their 
findings, by any superior or other person, and may 
not discuss or consult concerning any case with any 
person who may possibly hear such case on appeal. 
No member of the section hears, or is consulted con- 
cerning, or takes any part in the deciding of any 
appeal, every fraud case being considered on appeal 
by attorneys in the penal division whose findings 
are reviewed by the Solicitor.” The Special Adjust- 
ment Section consists of three attorneys. This sec- 
tion from the time of its formation in May, 1923, to 
June 30, 1923, had passed upon 32 cases. 


A summary of the work of the Solicitor’s office 
for the year shows that of 436 compromise offers on 
hand July 1, 1922, or received during the year, dis- 
position was made in 259 cases, of which 197 were 
accepted, 46 were rejected and settlement otherwise 
made in 26 cases. 


Following is the summarized statement made of 
internal revenue cases handled by the district courts 
of the United States during the fiscal year ended 
June 30, 1923: 


(Continued on page 23) 





Editorial Review 


Earned vs. Unearned Income 


That there should be differentiation of income 
according to source in the levy of taxes is the posi- 
tion taken by two schools of tax thought. Each, 
however, is governed by different motives. 

Some see in the income tax as now levied a deter- 
rent to the normal accumulation of capital and, to 
encourage savings, would favor reduced taxes on 
earnings which are saved and. invested and would 
give special treatment, accordingly, to the individual 
surplus of corporations. The adoption of such a 
program would result in making the income tax 
one on expenditures. 


As early as 1851 the British appointed a special 
committee to report on the desirability of discrimi- 
nation between sources of income in the application 
of the income tax. Among the witnesses called was 
John Stuart Milh, the economist, who advanced the 
theory that savings should be exempt from income 
tax, but confessed that such a scheme would be 
impractical. Just why the renowned economist con- 
sidered it impractical is not related, but it may have 
been because while such an exemption might en- 
courage accumulation of capital in the aggregate, 
it would be unjust in so far as it would result in a 
relatively heavier burden on those with the smaller 
incomes and least able to save. 


The plan of giving more favorable tax considera- 
tion to saved income than to that expended may be 
desirable if considered only from a single point 
of view: It would, however, tend to-work out in- 
equitably in increasing the inequalities in the dis- 
tribution of wealth and, therefore, according to 
modern standards of social justice, would not be 
acceptable. 


The other plan referred to in the opening para- 
graph is that of drawing a distinction between 
“earned” and “uneasned” incomes and of taxing 
the former at a reduced rate. Such a differentiation 
would operate to encourage savings primarily in the 


lower income ranges where saving is the most 
difficult. 


The idea of making a distinction between different 
kinds of income for tax purposes has had an inter- 
esting development in Great Britain, which is de- 
scribed in Professor Seligman’s “Income Taxes” 
(MacMillan Company, 1911). An exhaustive re- 
port was made by a select committee in 1851. 
Virtually all of the members agreed that there 
should be a difference in rates between what was 
variously called “professional, or industrial, or tem- 
porary, or perishable, or terminable, or life, or labor, 
or variable, or floating income on the one hand, 
against what was called permanent, or imperishable, 
or perpetual, or certain, or spontaneous or property 
income on the other.” The. recommendations of 
the committee were not adopted. Wm. E. Glad- 
stone took a part in the controversy which followed. 
He divided income into two classes—“lazy” and 
“industrious” but held that there was no income 
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which was “perfectly and entirely a lazy income 
except the income of a fund holder.” He objected, 
however, to a higher tax on funds. 


It was not until 1906 that the subject was recon- 
sidered. In that year a committee of 17 members 
was chosen to inquire into and report upon the 
practicability of graduating the income tax and 
of differentiating between “permanent and pre- 
carious” incomes. With respect to the classifica- 
tion of incomes the committee stated that they were 
unable to provide a satisfactory definition of the 
two divisions of income sought to be made. They 
outlined a distinction which they felt would prob- 
ably meet with general acceptance. Accordingly, 
they classified the profits of private traders as 
earned, and those of public companies and similar 
undertakings as arising from investments and, 
therefore, unearned. In further illustration of the 
dividing line between earned and unearned income 
they cited the case of a farmer who cultivates his 
own land as one who would be regarded as earning 
his income, but the owner of an estate who let it 
to others would not be the recipient of earned net 
income derived from the estate even though “he 
might act as his own steward and devote much time 
to its supervision.” 


Having settled the point that a distinction be- 
tween kinds of income should be made in the levy 
of taxes, it was stated that “existing feeling in 
favor of some differentiation in the amount of the 
tax levied upon earned incomes does not require 
that all incomes irrespective of size should receive 
privileged treatment,” for in general “the smaller 
the business and the smaller the profits derived 
from it, the larger will be the proportion of that 
profit which has in the strictest sense of the term 
been earned.” These and other difficulties and ob- 
jections would be avoided in the opinion of the 
committee by limiting the differentiation between 
earned and unearned incomes to incomes not ex- 
ceeding £3,000 a year. It was the judgment of the 
committee that such a classification could most 
conveniently be carried into effect by charging on 
earned incomes a rate of tax lower than the normal 
rate. 


The next year after the report of this committee 
of 17, Mr. H. H. Asquith, Chancellor of the Ex- 
chequer, endorsed the committee report with some 
modifications. In the course of argument to justify 
his position on the question, Mr. Asquith presented 
the contrasting circumstances of two individuals, 
one “who derives, we will say, £1,000 a year from 
a perfectly safe investment in the funds, perhaps 
accumulated and left to him by his father; and, on 
the other hand, a man making the same nominal 
sum by personal labor in the pursuit of some ar- 
duous and perhaps precarious profession, or some 
form of business. To say that these two people 
are {fom the point of view of the state to be taxed 
in the same way is, to my mind, flying in the face 
of justice and common sense.” 
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Earned income he defined as including incomes 
of all officers and employees paid by salaries, of 
professional men and of all “traders” whose returns 
are derived substantially from their own personal 
labor. 

Recognition was gtven to the difficulties likely 
to be encountered in the last class of incomes, which 
might, according to the way the terms were used, 
be wholly earned, or partly earned and partly un- 
earned. To judge rightly in such cases he felt 
would require a degree of logical precision in ad- 
ministration of the law that could not normally be 
expected and, therefore, the most practical way of 
dealing with the problem, he recommended, was 
to confine the differential treatment to earned in- 
comes which do not exceed £2,000. The select 
committee had set the maximum limit at £3,000. 

By the Act of 1907 the Chancellor’s proposals 
were adopted. . Provision was made that if any in- 
dividual claimed and proved that his total income 
from all sources did not exceed £2,000, and that 
any part of that income was earned income, he 
should be entitled to such relief from income tax 
as would reduce the amount payable to9 d. (The 
general rate fixed was 1s.) A statutory definition 
of earned income was given.’ Professor Seligman 
summarizes the legal classification as follows: “Two 
points are.to be noted: First, that earned income 
includes partners’ salaries and interest on capital, 
while profits of a limited or sleeping partner are 
deemed to be unearned income. Secondly, as soon 
as a private business becomes a corporation, the 
profits change from earned to unearned income. 
The test whether a given income is earned or un- 
earned may be described as follows: If it is de- 
rived from personal labor or from pensions, or from 
property forming part of emoluments of office, or 
from carrying on a business or profession, and the 
recipient is actively engaged therein and is not 
protected by limited liability, then such income is 
earned, otherwise it is unearned.” 


The safeguards set up by Great Britain against . 


abuse of the special rate for “earned” income has 
unquestionably proved to be wise and in case a 
similar classification of income for tax purposes 
is to be adopted in this country it behooves Con- 
gress to foresee all the possibilities and conse- 
quences, so that the distinction may prove to be a 
benefit only to those for whom it is intended and 
not another loophole in the law for tax evasion. 


1 Unearned income is stated to be: “(a) Any income aris- 
ing in respect of any remuneration from any office or employ- 
ment of profit held by the individual, or in respect of any pen- 
sion, superannuation, or other allowance, deferred pay, or com- 
pensation for loss of office given in respect of the past services 
of the individual, or of the husband or parent of the individual, 
in any office or employment of profit, whether the individual 
or husband or parent of the individual shall have contributed 
to such pension, superannuation, allowance, or deferred pay 
or not. 

“(b) Any income from any property which is attached to 
or forms part of the emoluments of any office or employment 
held by the individual. 

“(c) Any income which is charged under Schedules B or 
D in the Income Tax Act, 1853, or the rules prescribed by 
Schedule D in the Income Tax Act, 1842, and is immediately 
derived by the individual from the carrying on or exercise 
by him of his profession, trade or vocation either as an indi- 
vidual, or, in the’ case of a partnership, as a partner, personally 
acting therein——Sec. .19, par. 7.” 
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The Problem of National 
Taxation 


(Continued from page 10) 


it has not seriously interfered with production or 
the increase of capital. In fact, we have been able 
to loan so much outside of our own country that 


.we are fast becoming the greatest creditor nation 


on earth. 


I wish I could say as much with reference to 
state and local taxation. I am aware that I am go- 
ing outside of my province, but I cannot refrain 
from remarking that, under the stimulus given by 
the privilege of issuing tax-exempt bonds, our 
states, counties, and municipalities have indulged 
in an orgy of spending, and are constantly increas- 
ing their indebtedness, forgetting that a payday 
must come. Nearly all of them are casting about 
for some new method of raising revenue, having 
exhausted all of the methods heretofore employed. 
Our Federal treasury and revenue system is in 
marked contrast with this situation. With a surplus 
in sight, the outlook is for a reduction in Federal 
taxation instead of an increase, if our expenses-are 
not enlarged. We have every reason to congratu- 
late ourselves upon the condition of our treasury 
and to believe that the problems of national taxa- 
tion which confront us are not so difficult but 
that they can be solved. 


Tax Events at Washington 


(Continued from page 21) 


Civil Criminal 
Number of cases pending July 1, 1922.............. 1,777 2 
Number of cases commenced during fiscal year 1923.. 634 
Number of cases terminated during same period...... 1.209 1,037 
Number of cases pending at June 30, 1923.......... 1,202 2,687 


The number of permanent employees in the In- 
ternal Revenue Service on June 30, 1923, exclusive 
of the prohibition field service and storekeeper- 
gaugers, was 17,980, divided as follows: employees 
in Washington, 7,239; collectors’ offices, 7,085; 
internal revenue agents force, 3,549; supervisors of 
accounts and collections, 51}; special agents (Special 
Intelligence Unit), 56. 


The Federal Debt is Being 
Rapidly Liquidated 


F THE-rate of national debt reduction main- 

tained during the past four years is continued, 
the entire debt will be extinguished within a quarter 
of a century. This declaration is made in a compre- 
hensive article on “Public Debt Management” in 
Commerce Monthly, published by the National 
Bank of Commerce, New York. 


“The interest-bearing debt of the United States 
reached its peak on August 31, 1919, at the round 
amount of 26.4 billion dollars. By August 31, 1923, 
the debt had been reduced to 22 billions. Since 
August, 1919, the net balance in the Treasury, as 
reported in the daily statements, has been reduced 
some 800 million dollars, which were devoted to 
debt retirement.” 
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